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An Unsound Fiscal Instrument 


Excess Profits Tax Penalizes “Brains, Energy, and Enterprise” 


by Tuomas N. TARLEAU 


NDER Section 438 of the Internal Revenue Code, the present Excess Profits Tax will go out 
of existence, unless Congress does something about it, on June 30. Thus, corporations whose 
year begins after June 30 will not be subject any longer—unless something is done about it—to an 


excess profits tax. 

Obviously, at a time of tremendous govern- 
ment expenditures and great need for revenue 
—with a great and well-founded demand for 
a balanced Federal budget—a powerful case 
has to be made for the discontinuance of the 
tax, which, although it is not (and this should 
be emphasized) an extraordinary money- 
maker, nevertheless, raises about $2 billion a 
year. Can such a case be made? 


This is our third try at an excess profits tax. We 
had one in World War I, we had another in World 
War II, and the 1950 Revenue Act gave us this latest 
version. 


It can be said with accuracy, that those who have 
had to deal with this tax as administrators—with all 
three of these taxes—have felt that these taxes are 
unsound and have urged their repeal as soon as 
opportunity was afforded. 


For example, as far back as 1919, the late Carter 
Glass, who was then Secretary of the Treasury, urged 
the repeal of the World War I excess profits tax law. 
In enumerating the defects of that law he stated: 


“It encourages wasteful expenditure, puts a pre- 
mium on over-capitalization, with a penalty on 
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brains, energy, and enterprise. It discourages new 
ventures and confirms old ventures in their mo- 
nopolies.” 


But Congress and the public apparently had a 
short memory. When World War II came, very little 
attention was paid to the warning of those who had 
had to deal with the tax in World War I. However, 
after the emergency had expired, Secretary Vinson, 
in urging the discontinuance of the excess profits 
tax law that we had in World War II stated: 


“I consider the excess profits tax to be a particu- 
larly important obstacle to business expansion, and 
I suggest its outright repeal, effective January. 1, 
1946, instead of its retention until January 1, 1947. 
as provided in the House bill.” 


Secretary Vinson went on to say why he thought 
the tax was bad. He said: 


“The excess profits tax has been an erratic and, in . 
many instances, an inequitable tax. The difficulty is 
that calling profits excessive does not make them 
excessive, calling profits normal does not make them 
normal. Normal profits and excessive profits look 
alike; there is no chemical reagent to distinguish 
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them. The excess profits tax, to be sure, has a for- 
mula—a very complicated formula in its entirety— 
for distinguishing normal and excessive profits, but 
that formula is seriously defective.” 


Tax Can’t Be Justified 


It is interesting to compare these reactions of Sec- 
retary Glass and Secretary Vinson with those of 
Secretary Snyder, who had to administer the present 
excess profits tax law. In a press conference which 
he held in Atlantic City last September 29, he said 





“TI don’t have excess profits. My profits are good 
profits. It’s the other fellow’s profits that are exces- 
sive.” Consequently, the tax starts off on the right 
foot. 


We believe, generally speaking, in the American 
system of income taxation (and the excess profits 
tax is considered to be a tax on income) : that the 
greater a person’s income is, the greater tax he 
should pay in a progressive tax scale. With respect 
to the corporate tax, those who do not believe in 
progressive corporate taxation at least believe in 


Ever since the enactment of the Revenue Act of 1950, the Excess Profits 
Tax has been a controversial subject. The question of retaining or eliminating 
it will be to the forefront in Congress in the next few weeks. What it is and 
how it works is cogently explained in this article by THOMAS N. TARLEAU. 


From 1938 to 1942, Mr. Tarleau was Tax Legislative Counsel to the Secretary 
of the Treasury. He is a past president of The Tax Institute and member of 
the law firm of Willkie, Owen, Farr, Gallagher and Walton, of New York City. 





the excess profits tax is “the most difficult tax to 
administer that has ever been conceived,” and he 


added: 


“It is almost impossible to make it equitable. To 
find the proper base period for all types of industry 
is an almost insuperable task.” 


Here we have three Secretaries of the Treasury, 
at three different periods, considering these three 
versions of a so-called excess profits tax law. And 
one of the most astounding things about the excess 
profits tax is that, with such unanimous condemna- 
tion of it by the administrators (who are best able 
to judge of its effectiveness as a tax instrument), 
there should be any defenders of the tax at all. 
Nevertheless, it seems that the excess profits tax, 
generally speaking, is not widely unpopular. 


Of course, it has a tremendous semantic advan- 
tage. By that, I mean that it has a good name. If the 
excess profits tax were not called an excess profits 
tax but were called a boogey-boogey tax, there would 
be no question that the boogey-boogey tax would be 
off the statute books. 


However, the name “excess profits” immediately 
has some moral and ethical implications. To the 
average person, it means that the tax must be good 
because it is a tax on what are called excess profits. 
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proportional corporate taxation: that is, that if one 
corporation has twice the amount of income that 
another corporation has, then the first corporation 
should pay twice the amount of tax that the second 
corporation pays. 


It is very hard to justify the excess profits tax on 
this theory because, when one examines the excess 
profits tax, one realizes that it is not a tax on in- 
come but a tax on the failure to make income. Cor- 
porations that have had a poor base period and are 
fairly prosperous now are taxed more heavily than 
corporations that have been prosperous both in the 
base period and at the present time. A corporation 
which, over a span of years, from 1946 to date, has 
made less income than a corporation now similarly 
circumstanced has to pay more tax than its fortu- 
nate neighbor. 


If the excess profits tax were called a tax on 
unfortunate base period experience, obviously it 
would have a great deal less appeal. Nevertheless, 
that is precisely what that tax is. 


It is because of the fact that the excess profits tax 
works on the unsound principle that it can tax the 
profits arising out of war or arising out of an emer- 
gency that it is basically irrational, because it rests 
on the arbitrary assumption that all increases in 
net income during the current year over the income 
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of a prewar period are war profits or emergency 
profits. 


Of course, to make that assumption is to ignore 
the fact that profits earned in the years before the 
war may or may not have been normal, that the 
corporations may or may not have been highly pros- 
perous, that the corporations’ increased earnings 
after the normal period and during the war period 
or the emergency period may be due to growth, good 
management, or the overcoming of difficulties that 
existed during the base period. 


Relief Provisions Unsatisfactory 


This is perfectly apparent to anyone who deals 
with the excess profits tax law. Consequently, when 
Congress had to consider this third version of the 
tax, something had to. be done to give relief against 
some of the more serious inequities which were 
bound to come to the attention of Congress, particu- 
larly after the experience with the tax in World 
War Il. 


In order to do away with some of the most ob- 
vious inequities in the use of an arbitrary base 
period, Congress was forced to include a consider- 
able number of relief provisions in the excess profits 
tax law. 


As a matter of fact, the excess profits tax has two 
basic credits: it has an invested capital credit, which 
is to protect against too harsh an imposition of ex- 
cess profits taxes, and it also has the basic credit, 
of course, which is the one on base period experi- 
ence, 


However, on analysis of how those two credits 
work, one finds that there are several ways of com- 
puting the excess profits tax credit based on income 
and there are a good many ways of computing the 
excess profits tax based on invested capital. When 
one says that there are only two credits, that is true 
in basic theory, but in actual application there are 
a great many credits—all this for the purpose of 
preventing the too harsh imposition of an excess 
profits tax which basically is irrational. 


The most important relief provisions are the so- 
called general relief provisions contained in Section 
442 et seq. of the Internal Revenue Code. All that 
need be said about the general relief provisions is 


that they are supposed to be automatic, as against 
the discretionary relief provisions contained in the 
previous excess profits tax law. But, as a matter of 
fact, a close examination of the present relief pro- 
visions shows that in a great many instances they are 
not automatic, and that the relief provisions are 
irrational, sporadic and generally unsatisfactory. 
Briefly, this is why that is so: 


The purpose of the relief provisions is to give 
a new credit to corporations in the event that the 
base period is an inadequate credit because of the 
happening of a number of specific abnormalities in 
the base period. The way that new credit is deter- 
mined is to give the taxpayer a new credit based on 
a rate of return on the capital that he employed 
during the base period which is equivalent to what 
the corporation’s industry earned during the base 
period. 


Efficient Are Penalized 


The first step, if a corporation requires relief, is 
obviously to determine what industry it is in. You 
can see the tremendous job that it is to determine 
an industry classification for every corporation that 
seeks relief. However, not only is it a very difficult 
job to find a business classification for every Amer- 
ican corporation that seeks relief, but, under the 
statute, you are hamstrung at the very start: the 
statute doesn’t permit you actually to find the busi- 
ness of a corporation that seeks relief, because it 
states that every corporation must be placed within 
one of 64 major industry groups. Bear in mind that 
these 64 major industry groups are a consolidation 
of 397. groups, and that those 397 groups actually 
embrace more than 1,000 industries. In order to get 
relief you must place yourself within one of the 64 
major industry groups. 


The result of this requirement is an arbitrary clas- 
sification in a great many instances, and the use of 
data which have little relevance to the taxpayer's 
actual business. In addition, of course, corporations 
may be engaged in a great many businesses—and 
how to handle that problem is an extremely complex 
and difficult question. 


But the most striking thing is the nature of the 
relief that is given. The relief that is given—assum- 
ing you can find yourself comfortably in one of 
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these 64 groups—is not what you would have earned 
during the base period, but the average rate of 
return on capital of your industry. The result is 
that corporations that are efficient, that are above 
the average, can get relief measured only by the 
average—and corporations that are not efficient, that 
are not up to the average, get relief measured by the 
average. In other words, the excess profits tax relief 
provisions are a penalty on efficiency of operation, 
on success in running corporations. 


The result is most extraordinary in the actual 
application of relief provisions. The following in- 
stance illustrates the irrational character of the 
relief provisions. This was the case of a corporation 
that is in the paper business and that consequently 
found itself in one of the 64 major industrial groups 
—a group concerned with paper. No one has to be 
told that paper embraces a great many things. 


This particular corporation had had a flood dur- 
ing two months of the base period. The flood had 
occurred in December and January. Because of the 
fact that that flood occurred during two months of 
the base period which affected two years of the base 
period, and that it caused a loss in revenue to the 
corporation of some $360,000, the corporation ap- 
plied for relief and sought relief under the pro- 
visions of the statute. 


A determination was made of the amount of relief 
to which that corporation is entitled under the stat- 
ute. Because of the fact that it found itself in an in- 
dustry with a wide spread of activities, and because 
of the fact that it found itself in an industry in which 
the base period rate of return on capital had no par- 
ticular relationship to its own rate of return on capi- 
tal, it turned out that the decrease in income of 
$360,000 due to the flood resulted in an increase in 


_ eredit of over $2 million. 


Of course, this was not done deliberately, but the 
whole excess profits tax law works in this unfortu- 
nate and irrational way. The effect of trying to give 
relief in every case in which Congress feels that the 
tax works unfairly or inequitably—and it does in so 
many instances—has been to make the tax one of the 
most complicated that has ever been put on the 
books. The difficulty and the complexity of the ex- 
cess profits tax are far out of proportion to the 
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amount of revenue that we get from it. 


The final reason that I should like to urge on the 
Congress for its consideration is that the excess 
profits tax cannot be a static tax. Its basic prin- 
ciple is that earnings during a so-called normal 
period can be compared with earnings of the tax- 
able year and, to the extent that the earnings of 
the taxable year are in excess of the earnings during 
the so-called normal period, a heavy tax should be 
imposed. But even assuming that a period is normal 
at one time to use as a comparison against the 
current year’s income, the normal character is lost 
as time passes. 


We are now comparing earnings in 1953 with 
earnings for the period from 1946-1949. Obviously, 
we could not compare 1980 earnings with earnings 
for the period from 1946 through 1949. Through 
the passage of time, the base period becomes anti- 
quated; it becomes an inadequate instrument, by 
anybody’s standards, to use to measu ‘e excess prof- 
its tax. 


Consequently, even if Congress decides to retain 
the excess profits tax, a great many revisions will 
obviously have to be made in order to do any meas- 
ure of justice at all, and one of the most important 
ones will have to deal with this question of the an- 
tiquity of the base period. 


In other words, we have a tax that needs constant 
changing. We have a tax that is irrational. We have 
a tax that doesn’t measure income, but measures fail- 
ure to earn income. We have a tax which doesn’t 
raise very much money. (It raises about $2 billion 
out of gross receipts by the Federal government in 
the neighborhood of $70 billion, so that it raises 
only slightly in excess of three percent of the total 
amount of our revenues). And, finally, we have a 
tax which the government itself—or those who ad- 
minister the tax—admits is dificult, cumbersome, un- 
fair, and inequitable. 


It seems to me that the only persons who need to 
be convinced that the EPT should be allowed to die 
on June 30, are those who are deceived by its name, 
who apparently do not themselves bear the burden 
of the tax, and who do not realize that the EPT is 
an unsound tax qua tax, and an unsound fiscal 
instrument, 

















